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Lower Estimates; Selloff 
Brings Attractive Entry Point 

l SBC issued new and lower guidance for 2001, with revenue and EPS growth 
below our numbers, and lowered DSL subscriber expectations. 
Revenues should grow 8-9% in ‘01, EPS should increase 1 l-14% in 
‘01, and DSL subs should be around 760K for year-end 2000. 

l The company highligMed three factors driving the new guidance: 
1) regulator delays with long distance market entry, 2) AlT service 
issues which have slowed DSL rollout and increased costs, and 3) 
eeneral economic slowdown. 

Earnings (2001): Fmm $2.62 to $2.53 - 
our estimates to reflect the new guidance. Our new 2001 

is $2.53, versus our prior estimate of $2.62. Based on our 
numbers, the shares am at a 19% discount to the S&P500. 

2.&U reiterate our Strong Buy rating. We believe the selloff creates an 
However, we have lowered OUT target price to 
on our lower estimates. 
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Lower Estimates; Selloff Brings Attractive Entry Point 
Summary and Investment Conclusion 
Following its annual planning process, SBC issued new and 
lower guidance for 2001. It now expects 2001 revenue 
growth (including proportionate Cingular revenues) of 8. 
9%, verw prior guidance of double digit revenue growth. 
Earnings growth should also come in lower than expected, 
at 1 l-14%, versus prior guidance of mid-teens growth. The 
company attributed the new guidance to three major factors. 
First, long distance entry will be slower than expected due 
to regulatory delays. As new markets for the national 
expansion strategy are targeted for rollout in tandem with 
long distance entry, the SBC T&corn CLEC initiative also 
will be slowed (by six months), which will impact original 
revenue growth targets. The second major factor is the 
Ameritech region, where alleviation of service issues will 
be more costly than expected, and DSL deployment has 
been delayed. The third factor, according to the company, 
is the general softening of the economy, although not much 
detail was given in this area. 

Accordingly, we have lowered our numbers to reflect the 
new guidance. The table below shows our old and new 
estimates. 

I 1 OldMSDW 1 New MSDW j 
Dn...“...%l 

2000E 
2001E 

Revenue growth 
2000E 
2OOlE 

EPS 

$53.3 bn 
$58.1 bn 

8.7% 
10.2% 

$53.2 bn 
$57.5 bn 

8.6% 
8.0% 

2000E $2.27 $2.26 
/ 200lE I $2.62 I $2.53 I 

2001E I 2,460K 1 1,839K 1 

Selloff Creates Attractive Entry Point 
SBC shares faced tremendous pressure following the 
announcement, trading down 13% most of the day, and we 
believe this would be an attractive entry point for new 
investors in the stock. Based on our revised 200 1 estimates, 
and assuming a soft landing for the market (9% growth in 
2001 for S&P500 EPS), SBC currently trades at about 18 
times earnings, or a 19% discount to the S&PSOO. 
However, assuming a hard landing (3% decline in S&P500 
EPS in 2001), current levels would represent a 28% 
discount to the market. 

Lowering Target Price, but Reiterate Strong Buy 
We reiterate our Strong Buy rating. We have lowered our 
target price to $60 t?om $66. This is based on 21 times our 
new lowered 2002 EPS estimate of $2.86 (versus our prior 
target which was equal to 22 times 2002E EPS of $2.98). 
While the revised guidance is a setback, we believe the 
company’s new expectations are reasonably conservative. 
SBC remains a major player in the data and local broadband 
sector, has the strongest balance sheet in the industry, and 
screens very favorably versus its peers on a cash-flow 
generation basis. 

Slower DSL Rollout Than Expected In Amaritech Region 
SBC indicated that it has been installing 3,500-4,000 new 
DSL subscribers per day in the fourth quarter. This 
represents over twice the installation rate of 3400. 
However, this is a definite disappointment, given that the 
company had expected to exit the fourth quarter installing 
7,000~8,000 per day. It appears that the Ameritech region is 
the major factor. Due to service quality issues, SBC has 
been unable to aggressively rollout DSL service -- 
translating into about 37% of its territory in a basic sales 
blackout. We were pleased to hear the company indicate 
that the demand side of the equation remains healthy, 
especially in the Southwestern Bell and Pacific Bell 
territories. A second negative factor was deployment of 
DSL to remote terminals, which was delayed until late in 
the third quarter due to regulatory issues. 

That said, we have lowered our DSL forecasts for SBC.. as 
well as for the industry. We now believe the company will 
report total DSL subs of about 760K for year-end 2000. 
This compares to OUT prior estimate of 900K, as well as the 
original company target of one million subscribers. SBC 
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also indicated that it does not plan to ramp its DSL 
installation rate in the first half of 2001. We believe the 
company likely will add just under 1.1 million subs next 
year, for a total of about 1.8 million subscribers. With 
lower rollout expectations from the CLECs, we have also 
lowered our total industry DSL forecast. We believe total 
industry DSL subscribers should come in around 5.4-5.5 
million subscribers in 200 1, versus our prior forecast of 
over 6 million. 

Regulatory Delays for LD Approvals 
Beyond Texas, the company indicated that long distance 
entry approval has been slower than expected, which will 
impact prior revenue growth targets. SBC targets five 
additional states for entry by year-end 2001: Kansas, 
Oklahoma, Missouri, Arkansas, and California. FCC 
approval is pending in Kansas and Oklahoma, and the 
company targets September 2001 for California approval. 
On Friday, the California PUC said it would mle on the 
application on May 24,200l. The company believes that 
these five states together represent $21.3 billion 
opporhmity, with California representing $15 billion alone. 
@‘lease reference our recent note, “Bell LD Entry Grinds 
Slowly Forward” for further details.) 

Ameritech Region Sewice issues Remain Priority 
SBC indicated that service quality issues in the Amaitech 
region have continued, and the company expects to spend 
an additional $200 million or more to make further 
improvements. Importantly, the issues are not core plant- 
related (e.g., tmnking or switching), but rather seem to be 
the result of lack of maintenance and capacity in the outside 
plant. The company has added 2,000 employees to service 
the region. SBC highlighted that it will fulfill its pledge to 

bring Am&tech service levels up to the same standards as 
SBC’s own territory, but indicated that additional spending 
will be necessary to institutionalize this effort. 

Further Guidance 
The company reiterated capex guidance of flat spending in 
2001 compared to 2000. SBC also said that it expects to 
generate better returns on invested capital in 2001 versus 
2000. Finally, the company indicated that after 2001, it 
should return to mid-teens earnings growth. SBC has been 
proactive in repurchasing its own shares, and has 
repurchased 47 million year-to-date. The limit of 140 
million shares permitted to be repurchased as required by 
the Ameritech merger terms will expire in October 2001. 

What Does This Mean for the Industry? 
Following SBC’s announcement, all three of the major 
ILECs traded down at least 5%. We believe that much of 
the issues in the company’s announcement were broadly 
specific to SBC itself and should not be interpreted to belie 
a trend for the overall industry. Of the major factors driving 
the company’s new guidance, we believe that the Am&tech 
issues are by far the most significant and will raise 
expenses, as well as put pressure on revenue growth due to 
delays in both DSL deployment and LD entry. The two 
non-specifically-Ameritech factors -- California long 
distance entry and a general slowing of the economy -- are 
less company-specific. All other indications from the 
company signaled that strong fundamentals remain intact, 
with data revenue growth expected to stay north of 30%, 
strong wireless growth, and only moderate impacts from 
competition. 
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